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Indexing Capital Gains Taxes for Inflation

Summary

Recently, proposals to indetxercagithdlhgpabhisc fdeba
propohadge would eliminate the phytinfreapinglth

basii.ssteh(@e amount subtracted from sales price to d
occurring s inhcee aascsgeui.s iPsriebsa addefnotf TtrluempWhi t e Hous e
Economic Council, Larry Kudlow, has long propose
through regulation, and eAlweera scarnyS tfeods wldalxxir nR e f or n
toeixndapital Tegdrmgl] afmledmhda foer sh a vSe. 12t6t8r8Cchwpci et ca |

Gains Inflation Relief Act of 2018, which woul d
capital.SignmiilnasH . tRaixlaln®l R. ,howddlele n i ntroduced in the
Represdmtckt lBmade Re pr es ent a@hiavier nbaenv i onf Nulmee sHous e
Means Committee Kevin Brady has indicated that s

Capital gains alirnedaldonyg r(eacleoinvge wbietnhexdditidasdi dends ) 1 o
defaehmmt il as3odedgaiemssdi om assets passed on at death
cearned in retircamacl s oardfpens vehypkOeshpeptr frypmsi i
of earmiagpi fab (s bulkimewesnt meerss)aade also taxe
income, but alheofsfes eetf fbeyc tost haerre t ax benefits.

The effects of capital gains indexing depend on
index, veg(ehit st ype and hwhledihneg ¢ piesmlredxdi yngr e a s e

l os,s wket her indexing applies tawhdeptahsetr aisn dweexliln ga si sf
addition to or a substitute for current tax bene

Paslte gi spd ap o sieanndse xt ocapital gains for,alhhibmghon ha
s ome pracpeaestaol sa llteedr nat i ves s uchl nasla9%9p2c bposahs or
advanced to index capital gains fordimdflation by
findtihnagts t he Ddlpraeca smemyt ddoes ntooe handexthapiatdhog:

Compared with an exclusiontermlawseetsdteematndext
onesndexnmegtikdee s mall est netxsc ltuos igorno wetghu isvtaolcek s t ha't
dividends @wmditvlhd epdisgesfrom I and, commercial bu
e x treensti doeunitlidailngs and stocks that pay substantial
ectives that may favor 1 ov
t or

not be wbobhhipobnty obj

long period. Compared o an exclusion, 1inflat:i
The analysis of various econdmidni sasdudst idbeap e md so-
substitute fdnesurornsatabenefasstoawkhetihoent otrer e
should also be indexed.

As an additional provision, depending on the des
$30  bpelrl iyoenarre ve.disud¢ n o mi ce fgfiwovtt hd be relatively s m
even the largest revenue estimate pointing to a
(lower required returns of 0.06% tocWwWo@w1%). Evic
bemall and likely to be offset by crowding out ¢
if flebanced. The bhghgemwoulwdt haddbwmhs 60% benefi
top 0. 1% anbde merfoibtaidit @ p %lo%ei nditshte iibmua i on

Favorable treat ment hdbpere nc aapdivtaanlc egda idnuse otno stthoec kdso
di vidend@s0,t Bbxu tc tahmege made t hat jusCagitcalt igamidsss
indexing would r e dudceeb tt haen dd iesqtuoirttyi obnu tb eitnwcereena s e
retaining earnings over payimgefdfiovdtdetnmiat daduswos
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individuals to retain current assets because of
equi vAadminnti.atnrda tcio wspol sivaghicmec r e as e because each vin
would require a dmpfewedt cempmatksengrhfaab uisistuice sl e s
bur dens ome.
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roposals to i1index c arpeicteaetinltgmn exd tfloeT hpemUHlliad i dea
propobhadge woutlax etdhiconnpmartte etfh acta prietfalle cgtasi ni n f 1
wouillndcrease the basis (the amount subBb)tracted

1 flation occurrinBredindestabdimdmpf itohme oWhi the
nal Economic Council, Laroygy &Kfidtewithbasghonr
ion through regulation, and Americans for
eMgnchin to in'Paxtcamiat als ¢ gHiisatsa rdyi socfus s e d
als to I''mdete&mapy)tahdiGaane that the change
at iTedr uB & amdéadmwhofe havSe i126t8r8Cchwci et I Gailns

ion Relief Act of 2018, which would 1ndex
ma X abr. Rb 2dDdF.,R. , 6 h44e been 1introduced 1n th
entative Jack Emmer Chadr heprofenhhet Hoas De \
Commi t t e ei nKdeivciant eBdr atdhya th assome di%cussion of

S = e =S
U e = =) =

Z’;UO‘Q’—"—‘"UUJ""ZG‘
®D =g O O
b»—g:;s»—t»—nvc;—gy—n»—i
o O S O S

Current Tax Treatment of Capi
As sse t

Under the caxabhe sS1ysomen, ftom investments 1is not
treatment applying mntoot donvliyd etnod sc,a piinttaelr egsati, n sa,n db t
depreci aber gduesperseectisa t(i on 1 s).blatsheodh gohne oirsi gg enmelr aclo
agreement that measuring real income fddm capita
of thesecomepeowtd&rimax benefits that tend to of/
and, in some cases, were.explicitly adopted for

Capital Gains

Capigaahs reflect the change in value ohfe an ass et
basis. Basis is generally the cost of acquiring
and increased by improvements 1in the case of ass

yielding capt dgbmelnegaitms tlaevcet nav dmutmbxet rir aatfre s

Asset s
luding a lower grdatmsgaltefedrabhndfekakumndbnl of

inc
Taxebotdgrmpitdilel glaifms 4gatn dl edai patr daec wydesarre nt 1y 1 ower
those 1imposed ,onwihrdiddr y2 0i%hestmdee sr ul es were not
altered by the¢e heyene¢e ma apmr ilkeerw kisnlooonmdTakpuag ks s

whose income would have fallen in the 15% or 1 o%v

1See, e. g. ., Kudlow’”s Corner, “1 ndENBC Bugystill, 2017, Gains for Infla
https://www.cnbacom201708/11/indexcapitatgainsfor-inflation-mr-president.htmlAlso see Americans for Tax

Re f o ATR,Urgés Treasury Secretary Mnuchin to Index the Calculation of Capital Gains Taxes to Inflation

January 23, 2018&ittps://www.atr.orgdtr-urgestreasurysecretarymnuchinindex-calculationcapitatgainstaxes

inflation. For a subsequent opinion edisd in theWall Street Journal s ee Ki mber l y A. Strassel, “T
Cut Taxes, ” htthsw/Wwww.wsjsanmdrtizl@strugnp-alonecancuttaxes1531436546

2See Stephen K. Cooper, “Brady Wei gaxNoteBuld16,x2018, 9. 410api t al Gai n
Treasury Secretary Steven Mnuchin has indicated that he would rather Congress consider indexing first. See Richard

Rubin, “Tr ea shanging GapitalGeafi nGa IRlusl eC a J o BValfStreet JGumaldgne@®: s Fir st , ”
2018, https://lwww.wsj.corrdrticlestreasiry-chief-calls-changingcapitatgainsrule-a-job-for-congressirst-

1530270120

Congressional Research Service R45229 - VERSION 10 - UPDATED 1



Indexing Capital Gains Taxes for Inflation

on capindldge@Tdsmpadygers otherwise will pay a 15%
whose income would have HPa0%n KFaor tihher 39e¢ & %c duplk
2018, the 159% ArOadtfe tapxplbalmed itanltccofRed) % r atlefappl i e s
taxable 1ncome

A married moawpSlit2dd DwpidtOho a x a b(1$e2 0i0n, c00mde i fso ra las os i ngl e )
subject t(oe qui3dvall% nttaxt o the Menipassi taxi maothabo
including capital gates eCds wehltsasrdyaldeeds, ar
income from partnerships and Subchapter S fir ms)
($200, 000 tfhoart a ss ienqauliev)al ent t-ompheyMedi caneomex
Corpor ataigeemms gpaaiyn st at ordinary rates, now 21%.

Cecrtain typeshaofe cprictGali ngaihmsg resul't from

b
a tpyr dapersubject to a 25% ceiling. Gain on
homt¢ i gible for a $500, 000 exclusion for a
ngle person.

—
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st, tax is mnot paid until
ax 1s b

apita
t

A -
=
&
)
o
=
o
N
s
o ® o

f of capital gains ar ofecsctt-dpnh a pitotvd sneowner

meA T~ e A

wned by AmehieafnosPxmampt held in

c
each type, l on or short ter m, and t
s limited to $

o bpE&fmeganns d

e taxed attermmd

s from selecti

i t

ve because 1

= e gg — —
o o 00 B0 5 TR
©n X = n oo & o oo
N
o
<
e e Y
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cend®®7Been 1 ndexed

3 Going forward, however, rate brackets will be affected by the adoption of an inflation measure, the chained Consumer
Price Index for All Urban Consumers (GB), which resus in a smaller inflation measure than the CRlsed in

prior law. As a result, the income levels at which each tax applies will be lower than what would otherwise have been
the case.

4 See CRS Report 9250, Limits to Capital Gains Feedback Effedty Jane G. Gravellélhe report is oubf-print
CRS report but is available to congressional clients from the author upon request and also puleshdibiasApril
22,1991, pp. 36371. See also Congressional Budget Offiaeing Capital Income: Effeiee Marginal Tax Rates
Under 2014 Law and Selected Policy Optiondecember 2014, attps://www.cbo.gowitesiefaultfiles/113th-
congres20132014feportsA9817Taxing_Capital_Income_0.pdf

5 SeeCRS Report R4463& orporate Tax Integration and Tax Refqroy Jane G. Gravellier a discussion.
Distributions from pensions and individual retirement plans are taxed, but contributions are excluded from or
deductible from income. Given a constant tax rate, the benefit of the deduction offsets the tax payment in present value.
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Di vi dends

Dividends are also eligible for atnhdle tshamd elneewd 1t st
being held 1in penslinona dadni dmioreent,icraesneesn,t dpil vaindse nds a
by the lack of inflation indexing because they a
real returns arwedtiypsdwlatl liyn red dilvespprdeai ation of

I nterest

Taxes are levieadt omr diiomaHwowvlervaetnd, s i eeftl at i on over al
borrowers who are ablethuosdbdddingompnaheinntees
compe nsnadteitndgs Iekenefit tends to be larger than th
of the 1 ar gebesahrairneg oafs sienttse riens tpamd iiomd exidn g eitn tr e
would increase the taahxs sbeutrsd eend mocne aitnhteer rceusrtr efnitn asnuc
t hat .exlins tasd)ddi ti on, some 1income fr omdleecnadiisneg t hr
it is received as imputed incom%Unidrert hhea xf dramw o f
prior to rtehvei R2 Iy (l § he effect was also due to hi
corporations and businesses borrowing funds ¢ omyg
arising fdriofni etnmhaey t rhaatbee been reversed, or at 1eas
revision reduced the tax rsmbecese oO6hacother ata¢ esndri
individuals

Depreciable Assets

Depreciation de & haest Nootnisgoanatanld t & ke un d dip.ree.c,i at ed L
the amount of the cost d1lefhoaftrecrdaepecedchyptionhl a
Nevertheless, depreciation is accelerated enougt
inflation, detpenMampyconanbhses agestwharpensetddeduct e d
immediatelvy), including investments 1in i1intangibl
million for smaller businesses Sfitrhcies 120K&0Pp&.,nsa ng i

equi pment has been eligible for bonus depreciat:i
expensed)he QDde/lr Pak. Or7Eguis pmant can b2x02eXpensed
with extheprhsaisegl2 @O%tp &(rye ayceharyear 20% will be subje
over several years rather than being 1immediatel.)y

Inventory

Al l owing a deduction for the costxaotfi gmodfs tshd d
nominal rient,rafnt.r (MlalsRO) i ntwvecamteat ytmet hodsm sold as
acquired can roughly c¢otmid Fattheo & oal sim fdxadliwde s a
or 1lwsshe value ofhthecgamaod, fouckxampmhe, with cr
not use LIFO because the tax accounting method
met hod and wusing LIFO ftoern dfsi ntaon.cricadlu cpeu rsptoasteesd pr

6 Only about 20% of interest received is reported on tax returns<CB8eReport R4463& orporate Tax Integration
and Tax Reforpby Jane G. Gravellir a discussion.

Congressional Research Service R45229 - VERSION 10 - UPDATED 3



Indexing Capital Gains Taxes for Inflation

Explanation fofr ilGdmape xGaign s
Indexing would 1ncri atshee tahneo ubnats idse doufc ttehde farsosne tt h(
determine gain or loss) by the aclfangmeditwhe he pri
date of sale. For esx a2nfp laen,d itfh et hree ailn frlaattei oonf rraette
purchased for $100 woulfl satétrédeotr B4.00bhhgoundgedr
nominal gain is 9.14%. Without indexing, the gai
indexing, woh¢dbbei increased from $100 to $102,
a 7% return on $102.

For assets such as common stock, the basis 1s th
as machines and buil di neg smi ntuhse cbuansuilsgptliiss et hdee ppruercc
improvemeamrt sassets that are fully or almost full
increase taxes given the higher recapture tax 1 a
exception were made).

Th®Price Index

The effect of indexing for inflation depends on
such measur eGo,n siubrcdltmdl d& 0Agd g bhé&&mn s u me #Us) , ( € bhle

chaindld @GRgd otshse d o me § DRdce fpltamtdouricthp I(i cit price def
El ements of tax code that are indexed (such as
chaindld GRE until 201%.udbdstumersipasnBesddadB8ik a

basket of ctohnasffu meerd g-tho a shde WaPrli es -Uhot heftheaetitned
changes in consumption as relative prices change
Uare generally smaller thadl thTbseeGBDRPadafbkbdt by 1t ¢
domestically produced goods and services with tl
changes From 208 ntca ez kh abityh eldbMEHI2h & %, and th
GDP deflatOnebyeddon %for wusing tshei sGDtPh alte frhmaataloro
this gain might be reinvested rather than consur
There may, however, be an advantage fbe usxng a
code that are indexed.

Asset Coverage

The effect of the indexing also depends on what
applies ttoe rbno tahn @sr hinoorgtz i ns, or some other categor

Types of Assets

In recent years, t haes lbaeregne sftr osnh apraer tonfe rnsehti pgsa iwnhso
could be a mix of téddmgi2dit, nadscsbWimaadi ibrads§ebd%.
gains, followed by corporate st ock nattearReds.t%%, anc

7.5The other categories accounting for more than
capital gains distributions at ,Qo@dfegadédald at 2. °

”The CP#U and chained CPU data arerbm the Bureau of Labor Statistics (BLS) and can be found at
https://www.bls.gowdata/ Thegross domestic product (GDP) deflator is in Tebkeof the National Income and
Product Accounts, dtttps://bea.gov/

8See Janette Wilson and Pearson Liddell, “Sales of Capital
2 0 1 Statistics of Income Bulletitnternal Revenue Service,tdtps://www.irs.govpubirs-soi/soia-incaid1604.pdf
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industrial buildings) at 1. 9% Gaamd wmas oddetri £ nx
assets of all types (public and private bonds ar
t ot al eRde sli.d6e%.ces account for only 0.8%; although
source of «capa t$50 0g,a0ioOn0 ,e xtchlewsei oins for married co
t hat tlhiemmptosr t anctthé¥mdt hoaghld nevertheless also
This exclusion was set in DR%®%7a rasn,d whhiucsh hwaosu Indo t
sengthen the case for including these assets (or

Hol ding Period and Application to Losses

ndexing could-tapml gatasbotuhrehot gt cranxgdiats f ul l
ubject t% tl cwweurl dr abteesa.ppl ied to assets yielding
n 2t0dR2sactions yielding gainsofimO04nbedlton$8fdr
ains of Bodds bathd étowergailds 6 %oe fweesitthde. 7% %,t aalnd 1

hearetr m nwe¢ 3g ®ns Of a stseertms gwaiitnhs ,1 olnlgd2 ywearres ,hel d
0% 1 e3yse gtrhsa nt hi 6yde Jaensds htahl afln(/leeasrss .t hAabnout a quar't
ains were from sasocsretmorrhe.l dCdropor2adt ey esatrock has a
al estate (residemmttiranlcatorudrreltssand d )p rloapse rlt yn g dbm sh mle
th hZ2%shdalhd 2heasst hddS%ebeswmndt B2doyleas sGatilmasn 10
om assets held for 20. years or more accounted

1

g moe N ®» e —n —

e
i
T

Inclusion of Corporate Capital Gains

A propdsnalle xcamins 7regar dl eis¢sa no fe xtchleu dtey pceo ropfo rtaatxe
The current lower rates oalgapital gains apply c

Indexing for Past Inflation as Well as

Anot her 1issue 1s wheddewel hidmfxliodihgitioampngfll iaetsi otno p a s
going faohwarhd,r ietxiasppilnigesastsoets or only on infla
assets. The consequemncnese fffoerc trse v eamude ienfvfeescttnse,n t1
va.ry

Current Proposals

Current ©propos alosf e(gwistlha ttihvee 8pxrcodppoBisBael nsg esnuecrha la si n
nature and do not specify what assets are to be
although indexing by regulation woulSd s2é6e8mM t o be
limits the application to assets held for more t
foDP Gas the measure of inflation. The Dbill would
defl ator f rroenc etdhien gq uaacrqtueirs ipt i on t o the quarter p
common stock 1in.a.qorcparpaotriacn otnr e(at e amsd such un
tangibleusghsatspl amtsealnd ne g thiep ha thedveo wlgd bnuosti ne s s
applcya ptiot al g acionrsp oerdahtmi eoandsp.y s t ment cannot <create
applies to both Pasta@&B&® hasurmpeeaoivawsilitohn ssophecc ida 1

9 Assets bought and sold within a quarter would not have an index available.

10 Some types of firms are incorporated but not taxed under the corporate tax, including Subchapter S corporations that
elect to be treated as a passthrough business, with income taxed under the individual tax, and limited liability
corporations, also taxexb passthroughs.

11 The bill is similar toH.R. 1215 implementing the Contract With America proposal in 1995 {(1Ddngress).
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circumstances (such as stock held in mutual func
anabuse provisions relating to hedging and short

Hi story of Proposals to Index

Thi s S
inflat.i

ecstilben leixspthbawrsyn losf tpor i ndex capital gains be
i on
could b

c
0 rates 1im$ hdheclldi7Ths . mdde alls ot e seasky 1
e indexed for inflation by regulation.

Legislative Proposals

Capital gai nbse chna vtea xgeedn earta hlboywet rh rroautgehs ,an e xcl usi c
gain or #H¥Alolwewughates about taxing nnf8nal capit
the high inflation canesdeffamhe oh9 Tabls ignadiemsli.tm gd c i
An indexiagpbyopgstad aswsaest sp ahsesledd fboyr tah ey eHaorus e d
consideration of the Revenue Act of 1978, but t h
gatnom 509% Tthoe 6e0x%. £ w e n benl ai lmhiynna t1e9d8 6 when tax r1ate
reduced. )

The Senawvwapadapt gdi fd oomdamiemg mema d& o the Tax E
Responsibility Act wiasm U d®Dpeblunti nt tconfreawinsciceo n

During consideration ofthbheoTagi Raf aRniechsrterdyf St 9
toTasa9gmmropdsed to tax capital gains ¥t ordinary
hat proposal would have broadl depomneegxadibohe 1 et
nvenaoidntedrhee proposal as 1t e nseorngeetdi nferso nr etfheer rWl
oTasasury II1) gave individuals an option of a ¢
n f 1'altti odor.opped the other indeXheg dapPtBddb aoal s e xc
ontainanddeaxag capitalaeagaensl asiondinary

1989 ,GePorregiBdistht proposed omn tcapintatlgldfi nls5 %
ving top rates. The Ways and (Mhas D@ammi t t e e
tenkowski proposa@awd2Rleprt as ebd e o pRivotnsnli ega i n s
ppBiAracnhde r pr dPp Wsedpital gains exclusion thro
lationmhiend¢ xat measure wagte@pipsradsw ¢ndo tb ye ntahcet ecdo. 1

e > B~ =l B B e L
S5 — 0 & B

—— = —

)—U
-
o
©»
Ll

ident Bush continued to proposal tkedghitohs ,
al gains tax rawhlemwatshe aprpdidn arty 218 e ns tIr9Od
ised

= o
o ®
<o
—-
-

991, aheiRrpsopemtd a 30% exclusion, but no
ident ©pr opoTheed Ho wds5¢% aedxocpltuesdi oan .pr oposal for
newly aThegui Secradtas patssed a separatassethaocf g

= U =
o = B
a
N —

12 For an overview of the history of capital gainsatien, seeCRS Report 9§69, Capital Gains Taxes: An Overview

by Jane G. Gravelle

BSee Reed Shuldiner, TakLaw Revieywal 48, 1993epp. 53B59. Code , ”

14 Tax Reform for Fairnes§implicity, and Economic Growtithe Treasury Department Report to the President, 1984,
at https://archive.orgletailstaxreformforfairO2unit

B“The President s T aessfdl FaimesssGrowth, and Simpligityay 1985 mak
https://www.treasury.goxésourcecenterfax-policy/DocumentdReportReformProposail985.pdf
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tended to benadficto mmor el blkawd dlmaatlger ovi sion was 1 nc]
(H.R. )42b@&ddtaining many other taxidpernotv.ii sions that
In 19R4épudbComamract Wecamppmgmpiosad a 50% exclusio
gains, and indexing the basis for all subsequent
exclusion would be about ardfit% retdesti dheoWaypwea
Committee HeRort™dSohtrestricted inflation i1inde X
(indivi dmat k t© Guplmayr kteatdi DPhetdece bet ween fair ma
basis as 1if the property were sold to qualify foc
l osses, and provided a f1 at 25% taxH.rRa.t,e2 4f9olr cor
10Longyetshbat was vetoed by the President include
indexation provision until 2002.

In 1997, Prestihdee' Kltdmb@lriems tsom ga ® érdt toof at htea xr eccuotn caisl
(P. L 391103"he Ad nisit mixs tcruat ipamapbaafei nonl tdedtreat men
occupledmh)ovusnlgngrom exdstohgoprovpsobons,i@oans t o
which was adopteBlhe nHohhee fhbinhll dmowl uded a reduct
to 10% fad @®&Poei taablougtaians3 0% cut . Capital gains Ww
acquir2@0Gfard hel d ftooma rtketeewogwlad sal smmartke all ow
and the final bil,hldhdughbtaifitbodeameddmeng pr orfg
President Clinton had indicated thaitndhexiwog, da s ¢
would viol ate e tlinedtdhied ppept tlhere was a maxi mum t ax
capital gainlTshlelhewhdnfwoauhdtykaeod gain from assets
years and acquired af t8c%. 200K O0 gati na ima xihmu n 5r% tber
an 8 %voruvaltdet o pmalny gain on assets held for five ye
required aclhwissei tcihaam gdkast eb.ased on holding period
they were shpageesded BYO3

The 1999 (MoRs g2 d®&ngrweosusl)dd have cut the rates to
conference version cut rates to 18% and 8% and 7
was vetoed. Capital gains were discussed during
at the emut ofot20i02¢l uded in any legislative prop
Subsequent changes 1invol v(eddu rfiunrgtChoehrg radndt®e) r e duct i
tempor ar y e beexstiesndtehdatanwd finally made mper manent e
Al though bills conatpigtaacld st ondexingr wdscad, 1l onger
gains debate, perhaps becaand baddas¢e¢onheates ha
l ower

Indexing by Regulation

Indexing by regulation appaacedumn bhePaoénobar
Was hingtaomd TammeesdWa bk iSdr&Bhded hBaaxn8dction of the
State Bar Assot¢D@2sent anmPEewbmeathwm dinslcyust he pr
indexing by regulation but also taking the posit
invdlid.

B¥Paul Craig Roberts, I ns tWashingtoNdimestarmary®?2,499Z p.F;i t al Gains Tax.

“Presidential 1 Wadl Street Journaldanuary E3d1092,qprAil.althe debate is also descriliRdead
Shuldiner,“Indexing he Tax Codé&,Tax Law Reviewol. 48, 1993, pp. 53659

17Tax Section New York State Bar Associatitddemorandum in Opposition to Proposal to Index Capital Gains for
Inflation by RegulationFebruary 13, 1992, attp://www.nysba.org@ectionslax/Tax_Section_Reports/
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Reportediley i ssue waGse oagres iHAadMa ¢ Bmy htatda on wi th so
di s agraemomegn toAdfdagdil sZdlagmaylhhe news reports indic
regulatory indexing was favored by Budget Direct
Secretary Nicholas Brady andThWhiltammtgtekrds e t Geuns e |
Admi ni strd ttilben & wtchbmyd erkeyg!ht 1 at i on

A Congressioniaf CREpoatch sSard initially in Marc]
and indicated that the PAMasy 2% idild bot Zkd we atkl
concltthdaetd ibnyd erxeignugl a t i o n®Bwotuhl da nbael yisnestsd, loihdo.dve ver,
whet her such a change would be subject to judici
standing to challenge the new regulation

The ability t ocliawmidms polry erde pwl at isdamdy commission
Taxpayers Union Foundation and the National Chan
study was ¢ oauCGahrovriend, bayn dC o(bopleart ri ano and subsequ
Virginia ?RadrRseifoinvwrf the argumbak! wisr oabldoshied:
on Augus® 31, 1992.

About thetlsa mBe pp datmhffeme ags aaipFrptreedplayr ed an internal a
eached i)wmwhepdndvast referenced in a hlJaust i ce Dep:
ncurred wistolpimheonTtt disattmuattshieco nAddmidn not have the
r e gZUpa tuinotni.] t haAd mi nmst raheoBubhhd continued t
regulation but, accotideng atfwoe nleetghaétr eapnoarltyss, e sd.r
a subsequent article abbé&att ohereyoGenefal hwi Al

Jim making threolpoiimt atshaad vdiessoard helde 1 egdd¢ xat i on
e x,a nepatghtt the quest,jcam was oclienprl y t hrough admin
ndex c¢ a?pdind Ib dghationnsl y did I not think we could,
rgument could be ma®e to support that position.

B == oo o~
5B e B << on

Tax_Reports_199Zhx_Section_Memorandum_Report_710.html

BLarry Zelenak “Does t hlen dTerxe aBausriys THxabatesMaynift | h@62:iiotny? t o

19 CRS Report 9226A, The Question of Indexing Capital Gains by RegulatignHarry G. Gourevich was written

March 18, 1992 and revised September 10, 1992. (Thefaarint report is available to corgssional clients upon

request.)

O®Larry Zelenak “Does the Treasury THaNotesMaydl h982 i ty t o Index
2ACharles 7. Cooper, Mi chael A. Carvin, and Vincent J . Col a
Treasuy to Promulgate a Regulation Providing for Indexation of Capital G¥inginia Tax Reviewvol. 12,Spring

1993 pp. 631732,

2Charles J. Cooper, “Capit a\WallGteetdosurnaPugust34d, 92 Btr esi dential Po-
http://www.taxguru.orghcometaxCapGainsLJCooper.htm

23 The Treasury opinion is not available but was apparently dated August 28, 1992. Bruce Bartlett indicates that he

confirmedwih T r e a s wengral sounsdl, deanne Archibald, that she had come to this conclusion independently.

See Bruce Bartlett, “ITedAnalystsMay 1€ 2012httpd/\www@axhistory.orddww/ Fi at , ”
features.nsfirticles/661D8E7FDCE7F39D852579FE00531B8g2nDocumentThe Department of Justice opinion,

“Legal Authority of the Depar tlmednetx ionfg tChaep i Traela sGuariyn st of olrs slwn
September 1, 1992, is lattps://www.justice.gov/file/20536/download

24 As reported irReed Shuldinerindexing the Tax Codg;Tax Law Revieywol. 48, 1993 pp. 537659.

Z®William P. Barr. “Attorney General’s Remar kCardozo Benj ami n C:
Law Reviewvol. 15, 1993, p. 35.
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Al t hough themrme cwans iderfatrntom of 1inddf2D6Hg by regu
Republican presidential nominee, indicated that
elect &dl ] afdredeitt odroiganlesd / t hat sed® h authority exis

I'n 2a0flt2eyear |l hnt¢mbgiedhyved in the 1ssue, per ha
presidentan@ooperctamndks €ECobadtiysne claimi®hg the ri
Until thecemteldghicatt us tm imdexeldapital gains

Morreecent articles hawepndfiecesorsd Dhansel sHamel La
argthdt the executive does mnot have the right t
the more recent Cooper and Colatblienpanniadyswist
standing to challeng®Thaye aldengali stsaudevewedreiasl
recent article by Lee Sheppard, who concluded t
capital gai*ns for i1inflation.

How Imdge xGapital GawimnFh &emdpare
Exclusions or Rates

0
h
<
I

C
311,1

This sectsjomscompaffecti ve t atxe Irtaetrensa,t iivned etxaixn gb ec
(e xcl uslioownesaryf eby hol dlsnggpexiamgp,] es of an apprecia
de faelr rsuch as corporate stock, and a depreciatin
such as Il and (whi clht yaleslod se sctuirmaetnets itnhceo msehyar e of
by indexing by assamdt dypscabBticbolbddrwgbatwe od t he
approaches.

Ef fective Tax Rates by Asset and Hol di

Tablsehows t he e fffoerc tiinvvee sttaexr snastuchbajuenc ©t appod &ath gai n s
present law with and without indexing for five t
1. a dovidend stock (a tthmartelpya ysp myog ciuatriemg a sesten
2. a stock that pays a dividend and appreciates
3. a commericnglt bauti ledarns rent and depreciates,
4. ar e s 1 dreunitlidailng t hat earns rent and depreciate

%As reported by Bruce Bart ]l JaxAnalystsMay #14¢2052atg Capital Gains by
http://www.taxhistory.orghww/features.ns#rticles/66 1 DS8E7FDCE7F39D852579FE00531B8g2nDocument

27 For a discussion, see Bruce Bartltig.

28 Charles]). oper andVincent Mlatriang® The Regul atory Authority of the Treasur
Gains for I n fHawardJounnal of AawSrd®ubkicIPoli¢yol. 35, no. 2, 2012, pp. 48R3, at
http://www.harvarejlpp.comivp-contentdploads201310/35_2_487_Cooper_Colatriano.péfora brief response to

their article, s eCeo nRsaenrevsaht iPvoen nCudNatienal ReviewhtarchQd, 2018, atc t ,
https://www.nationalreview.corobrnertwo-conservativecausesn-conflict/.

Y nadditont o references in the introduction, see John Motta, <P
Capital Gaidwuvtotbnfl a Srldd 20285 ahttpddlaniw.investors.comblitics/
commentarygresidentrump-canfollow-reagarby-indexingcapitatgainstax-to-inflation/.

¥Daniel Jacob Hemel and David tibldnadexaionSSRNre2® 8l s e Pr omise of
https://papers.ssrn.cosel3papers.cfm&@bstract_id3184051

S'Lee A. Shepard, “Irony Abou fiadbloteplune 52208t al Gains Indexing
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5. n atshsaett earns a rent and neither appreciates
i

a
(illustrated by 1and)

The effective tax rtehfuse cftesr tbhwi Itditmgs baumrd elna n d ntc
income rates as well as the effective capital ga

Table 1. Effective Tax Rates With and Without Indexing, Maximum Capital Gains
Rate, by Asset Type and Holding Period

(in percentages)

Corporate
Stock, Corporate
Rate and Without Stock, With Commercial Residential

Years Held Dividends Dividends Building Building Land
Current Rate
1 27.5 28.1 34.7 34.3 33.9
5 235 26.3 33.9 32.6 33.2
10 195 24.3 32.9 30.6 325
15 16.5 22.7 32.0 28.9 31.9
20 14.2 21.3 31.3 27.6 31.3
25 12.3 20.2 30.8 26.5 30.0
30 10.9 19.2 30.3 25.4 30.6
Indexed
1 23.0 23.5 29.6 29.3 29.6
5 20.1 225 29.9 28.7 29.6
10 17.3 21.4 30.0 28.6 29.6
15 15.0 20.5 30.1 27.5 29.6
20 13.1 19.6 30.1 26.9 29.6
25 11.6 18.9 30.0 26.3 29.6
30 10.3 18.3 30.0 25.4 29.6

Source: Congressional Research Servi€R§ calculations.

Notes: All estimates assume a 2% inflation rate and a 7% real return. The corporate stock pays a dividend of 4%
and appreciatefet of taX) at a 3% real rate. For buildings and lathé rents are subject to a tax of 29.6% (80%

of the top individual rate of 37%). This estimate assumes an investor is eligible for the 20% deduction and not
subject to the additional .8% tax. Theeconomicdepreciation rate for a commercial building is 2.5% and the
depreciation rate for a residential building is 1.4%. Gains on corporate stock and land are subject to a 23.8% rate.
Gains on commercial and residential buildings are subject to a 28.8%asathe gain is less than depreciation

taken and subject to the higher rat€ax depreciation is taken on the commercial building at a strdigatrate

over 39 years and is taken on thmesidentiabuilding at a straigHine rate over 27.5 years.

Giewvn t he assumed top stvehuwot h patistsxeitnsd eheeilodf f203r. 8%
years idomr wablirlehof the return inso ad)igvhiadse nadcsb oper at e
effective tax rate Fbue ptawdthlge dealdsee odheddbtarddl .
are shethbdasvei(dends arg butkedvaetn ralr@Gobubmbdyf)e r r a |

of the remaini nef fgeaci nia Wizhsetdadxatsd ltdhwer assets hav
with capiapgl giangsdeahxgetonpfbarnand. For the c¢comm
bui l(drienpgr e senting nonres,thenticohomuicl ddiepgsecinmntgao
higher than i1infl at in®m,vnmlduhee Iitichmes 38 § sheudiild @d hndes it
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l and increase eisn dreonmii vhaila bwfaallvuder.m dR ¢ t wewa h ment c o
commercial buildinpgéeanstner]l dedprbecavds ®onof{ compare
yearos the 29. 6% ,t abhwetyaalaseoa oen arfefretcst ed by selling e
the capital gains tax 1is applied to a larger der

Exclusion Equivalents by Asset Type ar

Tabd2sehows how much of the nominal gain is exclud
assets using the Tablaeb oausts wnaptteiso nosf arse tium n and t a

Table 2. Exclusion of Nominal Gain Due to Indexing by Asset Type and
Holding Period

(in percentages)

Corporate
Stock, Corporate

Without Stock, With Commercial Residential
Years Held Dividends Dividends Building Building Land
1 215 39.4 95.3 45.9 100.0
5 185 37.0 88.6 40.5 100.0
10 152 34.1 79.3 315 100.0
15 122 31.3 68.9 249 100.0
20 9.7 28.6 57.4 25.7 100.0
25 7.6 26.0 44.5 55 100.0
30 59 23.6 30.1 0.0 100.0

Source: CRScalculations.

Notes: All estimates assume a 2% inflation rate and a 7% real rettttim continuous compunding The

corporate stock pays a dividend of 4% and appreciates (net of tax) at a 3% real rate. For buildings, &nel land
rents are subject to a taof 29.6% (80% of the top individual rate of 37%). This estimate assumes an investor is
eligible for the 20% deduction and not subject to the additional 3.8% tax. The economic depreciation rate for a
commercial building is 2.5% and the depreciation rat@afresidential building is 1.4%. Gains on corporate stock
and land are subject to a 23.8% rate. Gains on commercial and residential buildings are subject to a 28.8% rate,
as the gain is less than depreciation taken and subject to the higher rate. Tiecid¢ipn is taken on the

commercial building at a straiglinie rate over 39 years and is taken on thesidentiabuilding at a straigHine

rate over 27.5 years.

Al t hough the absolute amount of gaiaiduthao i1infl
reflectdedhifiad iomer time as well as ,ivmrying by
whialhl of the gai®Fon sexdamplteo, infflianstomadd of 1 owe
at ordinary rates (37 % quindol eadexpegds; athestrescshkhl wi
appl ying29% floeweanragseetofheld for l4& eyaerasr,, 31. 4

t o

and 34. 8% for an Tahsesseet ahreel ds nfaolrl e3r0 tyheaanr st.he e f f e
all oawd gr ate rather than a 346%r axellhewirsatle si s ¢ q
would be lower for dbuockxpapingodi Yaddndassuming
and commer chealld blueislsd,itnhghse 2 fi r y eoartes ltohwaenr croantpeesn sna t
for 1 dfhleatmosntbgegeatrtousfrom i wdehiagcvwhoaurnlgde » mpar e
apply to gains from land and commercial building

32 This pattern over time is due to the compounding of the nominal return, which grows more quickly than the
compounding of the inflation rate.
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DO R0 Aarg T D Ty
Se o ho ®» B8 03885

variation 1 ®fa cerxocslsu saisosne tesq urievfallecantts veh¢ os i z e
l.a tFioorn example, the corporatecafipckcwathonord
d thus the small eexcephtarfeorr erfelseicd eimtgi a In fsltartu cotr
alrfsart of t he rdeetnudrsn, itsh ep arieda li nc adpiivtial gain bec

r ¢

flation merparmporftdhmmdnowmithahogaienml appreci a:
in reflecting inflataandepoercaatctommesc¢cightbuwit
giaonbw the first year so that mbhe eoefXcehe noi
tax depreciation over economic depreciation T
flects depreciation, WA tshh mai lsama Iplaetrt esrhna rhea pdpween
icklgsi dentialOnbei hdbmgd ding is fully depreci a
ence no rtbesniedbenritlidoolnghadel d for 30 years).

Ri sTla kiEnfgf e c t s

Indexing the ibsa smosr ef ofra vionrfalbaltei ofnor ri skier asset
exclusion. Indeshegetxhpbechbaedi effedtec ve tax rate
exemption, but does not change the rate of the
rertnu mean that the government shares in more of
but the risk is reduced in thersame wombdbudnti nas ehe
the returnabuetthbsoistkaeamnmesstumnt hEihftismdnexing ¢
reductionthe buaxapm yeexrcolfuoshico s awniet e xpected revenue
produces a mor e trhiwmsakayl dr eav el nouwee rs trractaem or excl usi o
Hol ding Peri od Efnfde cAtsss et Type

I ndign for inflatnheahnhrad acpé¢tuwenrmenltowdr tthex loavteas 1
assets held owad @zasbhertdempeniadsets held for
buildhagsare solandoffevdr eqmiemddiydenovat residen
Land that does not appreciate 1idtreowoaluldalfaeowoul
stocks thasovpay gdiowithe ssid doecnktsi al buildings would
t henhher 7 e atlhrbeesnteaftiet, raembde p £omnd w hde tshtydpealkde 1 on g
enough to have little or no basis to index.

Some of these penhseshentmawinhhtthe objectives of
discussed in more detlmi lpaird itchid affgl sowmien pr oot iald
provisions that were a payogtswdhtase tihose adn hdotuegd
provided more beneficial treatment to assets hel
bene faistsse ttso held for at lwast fohrdavpeamg. aSeme s
l onger period of tiinmee fafreec tt o( trheed uicnec et nhtei vleo ctko r e
the capithdc gwmipai st atlagp,i n tigho wsalaes afskhaa eovwvdr ti
benefits for land would likel yanbdeceapetahezbdr ge
the value.

Is

sues in Providing Inflation

Capital Gains

Th
1 n

is examiaseses associgatteadk vbietnhe fpirtosvitdoi ncapi t al
flation indexing either as an addition or a s
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Should Indexing Capital Gains be Adde
Existing Benefits?

The history of indexingattlhegsti tiaddegriimg WwWosg dwuifdiad
eventually an alternative benefit 1Asthe form of
esult, the argument that it 1isufieat meyi hdex ga
s ildeesrse dcompel l cmg bemttfhe slLi At emthdt beel y, 1ind
titut enedutnr @al reaegnfier existing rates, which
ysis of a variety of i1issues uksgpteintdest eo,n mnvdte t d
he types of assets affected, ,amudt-lionc kconcer ns
cts.

o —+ —wm

Indexing Capital Gains but Not Ot her |1

ssue also arises 1f capital garienEmatrtehadthde xc¢
er, indexing capital gai ndse cbdeedr ergmilmad olmy ttoh
code would imply indexnegdgd nddblmgoadg wmwmdngdeotac

interest deductiomtsi am,d @md memvesnt adreyp.r elcnn additi

i xcess oafn raedajlu setammennitn gtso t he portion taxed as
turn of capital might be considered.

Asment mmsstdl hefs e we® s hets btelnme ftiaxs amde t hat of fset
i ation, and a broader inflation adjustment arf
e benefits (such(NMotacckdwawdar,d tdleaptr casi altdmg
ined foresquaitphtesn,n vtelmalrmee ni s Amar tbiasulsat oc dmde
t, absentatdlenwa yic dbaein gagvsa,i 1 able by borrowing
nal interest to invest in capitdy geiants witl
t o t he lbgevnaeifliatbsl ec utror ecnatpi t al gains, but it w
addition ttotfidpeheéhethbanrensubeswer rates

mgb»—t-b—g«—»»—
5 2 0 o B
('DE»’:T""‘OH?

»—ummw;—t

Fundamentally, however, the question is why capi
buntot ot Rer assets

Revenue Effects

If indexing of capital gains 1swoaddedctcarcuOmnent
estimate 1 Rdildat aeachet Hatsti wear for which data on
period were avaiwaa lteh i rtdh eo fr ecvaepniutea 1l ogsasi ns 1 e ven
gains rtevenue was $82w8abaddd o$3T7ks wivlellndesest € ve nue
would bel esmatbt hoaxopiafhléd emwmnvertrat heat ot Haonsds g &1 n s
taxpayers might sell more assets, allUnhdeurgh t her e
t hese ¢ isrtchuemsetsatnicnea tperdo jledbseseadse avie 1$el 0 bi L1 i on and
12% to 24% of. the total revenue

A seson,dcus i ngdetshteidoCoPnle et yatai vev8h0G282 bosbsiofi over
l@ears, which (given some gr owt h)a*Awmooutlhde ri ndi cat
3¥Len Burman, “Should Tr FabesiMagazireMay ¥0x2018,itys:{/vaviv.folBes.camé ?
sitesbeltway201805/10/shouldtreasuryindexcapitatgains#3c8d7b7f270d

%John Ricco, “IndexingPeniWharionButiget®adeMasch 23,2018, @atf 1 at i on, ”

http://budgetmodel.wharton.upenn.estdromic-matters20188/23/indexingcapitatgainsto-inflation. One
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est ifrmauttnedi 1 ur e teod i hdexi Irleisamd tin additional t axes
billioni £ D7lveacktreodm iR flation

Be c acuaspei t all ugaiumst ¢ much more tldd midubadt ettdi on, t he
inflation indexi®*sg whht vheyupper fdimeéef of the ¢
bet weédnrthesamur c¢chsi radt around $30 billion. The 1o
would, however, depend onethadcdvagaeahehogf andec twid
indexation could be used to produce or expand 1 c
The revenue loss might also be reduced (as notec
rates cau¢giec remanue e sianh eesflfiodedkticpha yimse nttheof tax to sel
and acqulEst iamaottchserof the amountredbtedvbasedl ors
statistical sftruodmex0 % Magyg7 Wh.dehgyse statistical s
appear to fimdé ttalsmgoomlsd sbea hfactasai bl e giawman t he 1 a
may mbe e c onsai sltoewnetra wid fd dh, o darfl s avtl evdhlettihnedre x i n g

would yield as large an effect on sales as an e X

conseqUbectwmckf fect 1 st hlaar ghehsett dfbofre na sas eltosnger per

time and thus have accumulated gains, and for as
price (such as s tTohceksse waistshe tma edhibwiedveermdss) .t hat 1 e
smallest exclusions andl odocthlusd umatyi de.ad to a more
Revenue losses would be smaller in the short anc
future inflation or a mdrte troe snterwil cyt iaweq ua prprdo acls
was proposed in the past). Such a change would 1
revenue | oss Al l owing gains only fdor dfuftaate. 1 nf
Al l owing iwmdexandwlhy omdqui rtehllicog ks etf f ewoubdg maeadu a
sale and purchase ofdowrgqguadsdtys foesindbheibpbn 1 nc

Economic Gr owth

An ar gume mtadeRawlwedremg the taxes omdewpmligdl gain
boost econ®Tnhiics ggrroomtthh. e ffect would presumably o
additiont axo bceurrerfeintts nemd rmdt sarbrsevedmue. I't is un
significant, or anywouwlfd ecdc wnm |formaem adamidsetxagmdgwtph o |

Revenue coll ¢ dleaecdk boefc aiunsdee xoifng of capital gains,
abowe$34 billion for FY2017. Two met hods are use
indexati oursse Thiel ef iorfstt humb that capital 1income i
national product. Using thiB. &8BpobDatcht alt hencemer
capital, and, assuming a real rate of return of

assumption that makes the estimate conservative is that the holding period for the longest period is set at 20 years,
whereas some gains will have been held longer.

5larry KudlowandJams Carter, “Index Capit alNationalRedewAugustll, nfl ation, M
2017, athttps://www.nationalreview.cord01708/indexcapitatgainsinflation/.

36 See Congressional Budget Office historical estimates and projectibtissat/www.cbo.godboutproductsbudget
economiedata#7

37 SeeCRS Report R41364apital Gains Tax Options: Behavioral Responses and Revemudane G. Gravelle
38 Articles making that argument quote economist Gary Robbins but do not appear to provide a source explaining how
estimates werarrived at. See, forexample,a r r y Kudl ow and James Carter, “Index Cary

P r e s i National ReViewAugust 11, 2017at https://www.nationakview.com201708/indexcapitatgains
inflation/.
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at of 0. 0d%e orcomdutmphebache dpeoi dtes .
te by the estimated capital stock to provi
1, which b as%T0heOsfedoi enft fsenotdse s & thay yqud idt & e

r still with more restrictjvendphdgesal s t}
typest ©of or provided minimum holding period

»w o 0O 0 o

e
i
i
1
e

addiutnildarke s otis uecthhans texp eawtasitech ®sutesdcporat t
rm |l evel and have the paost evnetlila la st op odtreanwt icaalpliyt e
v,i ncga pidrmdn ¢ hiends,a vehriscthh enfefaencst s operate solely
ving with s omengofi ntthoa ti nsvaevsitnng€ alpessatke h f gpe¢ h®er cou
e also limited becauseref potnds dovheacreg e sh aitn sraavti ensg
tArdnd i t j ohhtlyncrease in debt from crowding ou
antgeedd setti mwmud fdf eecvte ntt maath le W u b e itagbtt podcackta o d t o
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effects would still be small, 1large
ing indexatvondtwgnae whviyndLagll rgai a s
ting assets.
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enact ed oanse ap osltiacnyd 1 nfl at i einn cionmdee xiantdiiovni dwioaulls

cordi TaxtPol hee®%dfe nctacpri t al gdbiyntschpeakiek%are pai
X p,a8y0&rlb yt ¢ h,alnd %by tthpe*?FThe Penn WhMeodeoeh Budget
timate fondtedslk n6gdoefc tt hoef t a x c utt oOp.%L 6r8 cei ved b
tt chpe,aln%. Wby tthrpof%xpiyers
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measure of how a tax change affects the relati
ange-tiax dafatcome. Penn Wharton has a relatively
utnhdadr tOht %t-wPHKk et nc owmnbey ianpcprrecaxsiema tr € Imp iolf%.e r For
top 1 %6 .t3IWhecirtrelaeselbstet om 95% has virtually n
of the acbsotwembtdesugpestd a magnitude about th
ase If%randcdea tlo%p Mama owadd arhfcNow otph ¢l Bleat any
tion 1in revenuer ddtebi#t o aasstlidmddtievg dsulnd 1 dvhmo t
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39 Based on data from the National Income and Product Accoumigpat/www.bea.gowationalindex.htm The first
approach is based @917 data, and uses, under National Data, GDP and Personal Incomd,.T&bfer nominal

gross domestic product (GDP) and Tabl&7.6, which relates net and GDP. Nominal GDP was $19,390.6 billion in
2017. Net domestic product was 83.92% of GDP. Thesévenue effect as a share of capital income is
34/(0.25*0.8392*19390.6), or 0.8%. Assuming a net cost of capital of 7%, the result is a 0.06% change or 6 basis
points. For the second approach, using the growth in nominal GDP from 2016 to 2017 andjaipjglythe latest

private stock of fixed assets in Talild under Fixed Assets increases the capital stock from $42,932.7 billion to
$44,626.8 billion. Dividing $34 billion by that amount yields 0.07%, or 7 basis points.

40 SeeCRS Report R4338Dynamic Scoring for Tax Legislation: A Review of ModeysJane G. Gravellier a

review of the empirical evidence.

4l Unless increases in the capital stock produce enough growth to completely offset the tesgna tax cut for

capital income if not paid for from some other change will grow without limit and eventually contract the capital stock.
2Tax Policy CeG53dDistributiorloff ndividuaintdne Tax on Loiigrm Capital Gains by

Expangd d Ca s h I nc o me MBdelEstimatesaihttps://wwa.txpdicycenter.orgiodetestimates/
distributiorrindividuakincometax-long-termcapitatgainsandqualified-28.

“John Ricco, “Indexin gPendWhaitan BudgetiModdhasch 23,2018, matf 1 at i on, ”
http://budgetmodel.wharton.upenn.egtdnomiematters20188/23/indexingcapitatgainsto-inflation.
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Econohfifci ck enugs

Several etsos wecso nroemliyctoe f f hei drmgree to which deci s
investments to make are distorted by taxes

Double Taxation of Corporate Profits

An argument that can be made for prsawmvdding relie
di vide naddsd iitsi otnhael | ayer boff httax odportad et axnat itdhhe a
lewelThis adddisonalages investment 1in the corpo
noncorporate boucscimpeisesdTmbnedu s iovmdg anrinn i hsahse d due , i n
recent tax changes.

While investment in stocks wDemapnsdmdonashagzvilgy:
taxed atrecllactsievetloy al ow, and in Yhe diaxcumdtca has
decl,ech#@dging the relative tax posietsion of corpor
Examining the toprisdmat luwcadow rpyoruabtdi copng y uvadeax pof 359
individual would pay £28r 8% oat a*Blemr aienavacositi nhe@n t6 5 Ya,
passthrough business would pay either 39.6% or A4
l atwhcer porate tax is 21% plus 23.8% of the remain
be compiasthevde r al alternative rates. First, for pa
t he 20% d endeuwc 3t7olpns at hei s fPEdwifed heofc2B wHiome s s es
may or may not be subject t¢g'wihd 3 heweMetdixesr e/ r
are 40. 8%l andlB3tfbW&MwrpezasteBrough tax rate has dec
corporate rate (and for indivei doalandosub]egibte
3. 8% xthe passthrnough rate is higher

Aside fromthditsax hmagecoastmapbds ate  owaepitaol t he
gaiamee ]l d until death; assuming a 4% dividend and
gains excluded at death, the combined corporate
corporate escsombdiomed rnaotget her .

Corpercatteor investments al,g@stanmd ht)o amak & qiun tpane g
investmment st ax f acwoorrpesde atithwevrre s twthd actho r ¢ concentrate
in struTalhireg t hose heef fceocrtpso riantteo saeccctoourn twa st t a x e
similar to the noncorporatde ad¢ctllemspriar tthe tsheo:

44 |mputed rent from equity investments in owseecupied housing is exempt, and homeowners are able to deduct
property taxesgainst income. The Congressional Budget Office estima®% &ffective tax rate for equity
investment in owneoccupied housing prior to the 2017 tax changes. See Congressional Budgeflaficg,Capital
Income: Effective Marginal Tax Rates Unded20.aw and Selected Policy Optioi¥cember 2014, at
https:/iwww.cbo.gowsitesfiefaultfiles/113th-congress20132014feportsA98l 7-taxingcapitalincome0.pdiVhile the
2017 individuals provisions are in place (through 2025), the tax rate will rise to around a positive 3%. See Tax
Parameters and Effective Marginal Tax Raketps://www.cbo.godboutproductsdhudgeteconomiedata#10

45 This rate assumes deferral offsets the lack of inflation indexing.

46 High-income individuals who have certain specified personal service businesses, such as doctasgeasichave
the deduction phased out. Other highome individuals can claim the benefit only to the extent of the higher of 50%
of wages paid to employees or 25% of wages plus 2.5% of depreciable assets.

47 passthrough income is subject to this 3.8%wath the exception of active partners in a Subchapter S corporation.
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treatment of equiThmerxtorpwoys aitrc seasod is also 1e:
propetaxes widthpampad st hr ou gdhc swepiteod houds iomvgn.e r

On the wlkokse, nohemppabar tlbebel cwmepriitmg gfaitnlse t ax
based on the tax burden on the corporate sector.

DebMer sus Equity Finance

Onef the |l amsgestheistanr ¢ oedveard twehri cthh ef #nmehxi ncsh an ge s
1197 although it is somewhat modqueRDeydetidnanced he f
investments are germdfaeicdy veabg¢gecbetadpunegnomveal

deducted at twhe rtshhea tiuntvoersyo meangtener ates 1s taxed a
effective rwahteerienakse sa ddmntciomme, i s taxed too heavil),
interest 1incomebeicsaiunsccits subjretti tomemtx plans or r
banking Thesvifaeworitism has been somewhat rteduce
1 o weorr por attei grhattesr racdtilbensdeduction of interest,

gains for inflation can bring thesd#éloweatves, cl oser
there are alternatives thatswam @ad siondaexiomgp liimsthe 1

inflation, which would raise rather than 1ose 1 ¢
percenhntagee®f deducntedwtnrsali npac kage nwmiet h capital

Differential Treatm€api bdl DGaidenadsnda@drpora
and Retention Policies

Another distortion that occurpabeongudevoldendsxes
Al t hough dividends and capdampilt aglaigasi mg es ttialxle db e
beinegd teamxl y on realizationsbo netatakagd ftbdboambch
in the firm or wusing stock buy backs instead of
preaf esrt eady source of dividenditantomai hisomorecart
would increase that distortion. The differential
earningswictohnpae edhat are growing more slowly and

The Elonc KEf f e c t

Inflation ddude«xidnige eallyeelt di st orts portfolio cho
This issue has already been discussed in the 71 e\
indexing may Ibe aeducfethos dddwada sgsievtesn t hat it

Speculanddhwrt Teirmmitshne Stock Market

Over the years, somebhutves pxpuleatsicadn comad ermorten
hori,zowhsi ch may Il ead to vol aatntddhbusy 4dndmsng¢popabbokn
mu cohn stheorrmt e ar ni ngst errant hoebdj heechbmmels mmwgne t i mes 1 e d
t o pr opfoisnaaltnscafiadla ct i onddapxiesalborgprosvibenefits t he
an asse’ftudlstwhik diterwoul d be appropriate to inter
readbenasuseec ul at ors (t ho stee rcno npcreircneesd raabtohuetr sthhoarnt

48SeeCRS Report R44823,h e “Bet t er Way ” House T,bwlanBG.cGravelledAn Economic An

“9SeeCRS Report R4482F, h e “Bet t er Way ” Hous e T,byJan G.dGravelledtax Ec on o mi ¢ An
rates under prior law, ar@RS Report R45186ssues in International CorporafEaxation: The 2017 Revision (P.L.
11597), by Jane G. Gravelle and Donald J. Marfiteschanges in corporate level taxes that are debt financed.

50 SeeCRS Report R4207&inancial Transactions Taxes: Brief, by Mark P. Keightley
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fundamentals) also provide market 1iquidity. ( Fo
bellieshiwghllyd iblliquid if the only palrfticipants
specuwvatd om concern, however, general inflation

i

would be 1inferior to a rate r eldiuwestd tosns because t

Admini strative and Compliance Issues
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capital s r inflation would be mc
a differe n f tion adjustment would &
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stly improved ¢ ompubtei nrge qfimacdaal di utside me mtos t h a
d, however, i narmveea sle atsh e¢ihre cdommielrinaan c eRebvwer
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Appendix. For mul as for Estimating
Exclusion Factors

Thappepdo xfidremul as for esti maetxcnlguseifofme cftaicvteo rtsa xf
various assets.

Corporate stock with no dividend is a purely aprg
compounding fomvestctmewdollar of

(1G PRt edT)y +t, or, RwRd e nd%keng e

wheries aed umal consttamx ,r Rali sraether masf tigsrttmlxke¢ hpgr ¢ nf |
return, T is the hol dWintgh pietrdicoxdigmw gagmidn &1 icso stthei s a
for inflation.

This equation can tboe: solved by rearranging
(29Me(®p)F )t g1 or wittm=(Bwafed i), e

and taking the natural log of both sides, leadir
(3) r®2){f)nat )[HpeT or with 1iHIPEL€i/a(gL}prT = 1 n [ (e

The e ftfaexc tridfeéd ri s (r

For deter mi njenqgu attheec demxactloups ixoon t i mes the tax with
tax paid with indexing and then subtract from 1

(4) (XrlIfe ER*aeP( e
With a divdasdemsd tofreremdse with the other assets,
allow for finite Ilife and capital gains taxatior
The standard formula for a solution for the wuser
(5) r =zOR¥}d) (1
where d i1is the economic depreciation r e, z 158

at
ordinary tax rate applied to the flow of current

The assets cover three types of different currer
pays dividends), assets that depreciate (such as
value (such as land whose value only grows with
be similar to a dividend paying stock.

A stock tihvaitd emady s( Jaanxde da lasto raaptper etci at es rather th
no depreciation can be s eoegd,vewherree ptlhaec i gnrgo wthhe rvaatl

(6r) =g D-ER(4) FHTPT Ll O | +e
Note httbatf or mula 1is in present valwue unlike the

that 1is 1in future valuediscseournthad U hted e dmaemii manl
discount rate, R+p.

With indexing, the relationship 1s:

(7r) =-gN€ROCL ) ¥y pref®OFIt )] +g

The extra terms 1in th equa
s al

e ion are to
capital gain tax on the

t C
e . There 1 s a
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t atxhe pretax r-g)éaf)d +woulididbieca(tRng that the divi c
subject to the full tax rate and the gain is not
di scounted at the realrartact,e , R+R,. rat her than the

The exclusion wouwlidnmbheandat aromi(me d aisn a
( 8) (REI()e =®ir(he

For a depreciating asset wusing str
the depreciation period is complet

(Pt = [RAY QY TV TH BT L) eul)-g
and with indexing,

(10) r -&ECRYAWETY TH) D) cul)-d

(r/T*), where T* 1is the depreciat i oenp rpeecriiaotdi,o ni s
is completed. In this case and with land, u 1s t
r ate

The exclusion equivalent 1is determined by the 1ir
(11 )y®RIRE ¢ TER)YRT ®REL T/ TEH) e

For 1 amd mugl e

(12) re™KIEtRETPTEEY0 u) ]

and with indexing,

(13) reKIERE) 1190 Iku) ]

Thieml usion rate 1is determined by the include rat

1 4) Rxef R yrf (®pler?)
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